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Sam Y. Cross 

The d o l l a r  h a s  p u t  i n  a mixed pe r fo rmance  s i n c e  your  

l a s t  m e e t i n g ,  h a v i n g  s t r e n g h t e n e d  i n  l s t e  August and s o f t e n e d  i n  

September .  T h i s  f o l l o w e d  a s imilar  p a t t e r n  i n  U . S .  i n t e r e s t  

r a t e s  and  i n t e r e s t  r a t e  d i f f e r e n t i a l s  d u r i n g  t h e  p e r i o d .  Release 

o f  t r a d e  f i g u r e s  showing a widening  d e f i c i t ,  and a r e c o r d  

$7.2 b i l l i o n  g a p  f o r  Augus t ,  had r e l a t i v e l y  l i t t l e  immediate 

e f f e c t .  By t h e  end o f  t h e  i n t e r - m e e t i n g  p e r i o d ,  t h e  d o l l a r  

showed a n e t  d r o p  a g a i n s t  t h e  S w i s s  f ranc  and yen of  1 p e r c e n t  

and 4 p e r c e n t ,  r e s p e c t i v e l y .  A g a i n s t  t h e  German mark i t  e a s e d  

o n l y  m a r g i n a l l y  and  i t  a c t u a l l y  r o s e  a g a i n s t  a number of o t h e r  

EMS c u r r e n c i e s .  On a t r a d e - w e i g h t e d  a v e r a g e  t h e  d o l l a r  was 

v i r t u a l l y  unchanged.  

For much o f  t h e  p e r i o d ,  market a t t e n t i o n  was r i v e t e d  t o  

t h e  r e l e a s e  o f  weekly  money s u p p l y  f i g u r e s .  However, w i t h  E l l  

coming w e l l  w i t h i n  i ts m o n i t o r i n g  r a n g e ,  t h e . m a r k e t s  may now be  

l o o k i n g  more a t  t h e  r e l a t i v e  s t r e n g t h  o f  t h e  economies i n  t h e  

major  i n d u s t r i a l  c o u n t r i e s  as a g u i d e  t o  f u t u r e  monetary  p o l i c y  

a c t i o n s .  

Now t h a t  t h e  growth  i n  t h e  U.S. economy is  s lowing  from 

t h e  heady p a c e  o f  t h e  second q u a r t e r ,  t h e  c o n t r a s t  w i t h  o t h e r  

major  c o u n t r i e s '  r e c o v e r i e s  a p p e a r s  t o  have narrowed.  I n t e r e s t  

r a t e s  i n  t h e  U n i t e d  S t a t e s  had e a s e d  back from l a t e  August  l e v e l s ,  
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and t h e  exchange  m a r k e t s  i n  t h e  l a t t e r  p a r t  of t h e  p e r i o d  

came t o  e x p e c t  t o  see a f u r t h e r  d e c l i n e  i n  i n t e re s t  r a t e s  ove r  

t h e  n e x t  w e e k s .  C o n s e q u e n t l y ,  t h e  d o l l a r  l ookea  i n c r e a s i n g l y  

v u l n e r a b l e  on t h e  downside .  

N o n e t h e l e s s ,  e a r l i e r  e x p e r i e n c e s ,  when t h e  d o l l a r  

bounced back d e s p i t e  e x p e c t a t i o n s  of d e c l i n e ,  d i s c o u r a g e d  marke t  

p a r t i c i p a n t s  f rom t a k i n g  s i z a b l e  p o s i t i o n s  a g a i n s t  t h e  d o l l a r .  

Also, t r a d i n g  was subdued p r i o r  t o  t h e - q u a r t e r - e n d .  As a r e s u l t ,  

d o l l a r  s e l l i n g  was modera t e .  To t h e  e x t e n t  t h a t  marke t  p a r t i c i 

p a n t s  s o u g h t  t o  buy a l t e r n a t i v e  c u r r e n c i e s ,  t h e y  t ended  t o  f o c u s  

on t h o s e  thoucjht  t o  h a v e  t h e  g r e a t e s t  u p s i d e  p o t e n t i a l - - t h e  S w i s s  

f r a n c  a n d  t h e  J a p a n e s e  yen .  The German mark was weakened by t h e  

p e r c e p t i o n  t h a t  t h e  Bundesbank would s t i l l ,  i n  l i g h t  of  t h e  

s l u a g i s h  r e c o v e r y  and weak e x p o r t  g r o w t h ,  l i k e  t o  accommodate 

f u r t h e r  growth  and would a c c e p t  c o n t i n u e d  h i g h  expans ion  of money 

s t o c k .  T h e  Bundesbank a i d  r a i s e  i t s  Lombard r a t e  by 1/2 

p e r c e n t a g e  p o i n t  e a r l y  i n  Sep tember ,  b u t  t h e  marke t  i n t e r p r e t e d  

t h e  move a s  a d e l a y e d  and  l e s s  t h a n  f u l l y  c o n v i n c i n g  r e a c t i o n  t o  

an o v e r s h o o t i n g  of  Germany's  mone ta ry  a g g r e g a t e s .  Thus ,  t h e  

German mark ,  w h i l e  advanc ing  r e l a t i v e  t o  o t h e r  European 

c u r r e n c i e s ,  n e v e r t h e l e s s  l agge?  i n  i t s  aavance  a g a i n s t  t h e  

d o l l a r .  N e v e r t h e l e s s ,  t h i s  e x p e r i e n c e  s u g o e s t s  t n a t  a n  even 

modest  g a i n  o f  t h e  DM a g a i n s t  t h e  d o l l a r  h a s  t h e  p o t e n t i a l  o f  

e x e r t i n g  s t r a i n s  on EMS r e l a t i o n s h i p s .  
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It? sum, the balance of sentiment seems to have turne6 


slightly and tentatively against the oollar. But at the same 


time, the dollar's resilience over the past several months has 


still been imEressive and few dealers are willing to go out on a 


limb and declare that the dollar has turned around. 




PETER D .  STERNLIGHT 

NOTES FOR FOMC MEETING 

OCTOBER 4 .  1983 

Monetary growth was q u i t e  moderate i n  August and 

September, running a l i t t l e  below t h e  Committee's pro jec ted  

June - September growth r a t e s  f o r  a l l  t h r e e  measures, and 

producing t h e  happy circumstances i n  September t h a t  M 1 ,  2 

and 3 were a l l  within t h e i r  annual growth ranges.  This was 

the first t i m e  s i n c e  1980 t h a t  a l l  t h r e e  b e a s t s  had been caged 

a t  one t i m e .  Against t h i s  background, a long wi th  a sense of 

somewhat moderated momentum i n  the pace of economic growth, 

weekly nonborrowed reserve t a r g e t s  i nco rpora t ed  a gradual ly  

dec l in ing  l e v e l  of adjustment and seasona l  borrowing, s t a r t i n g  

with t h e  $800 mi l l i on  midpoint of t h e  $700-900 m i l l i o n  range 

agreed t o  a t  t h e  l a s t  meeting and working down t o  $700 mi l l ion  

and then $650 mi l l i on  a f t e r  a C o m m i t t e e  conference c a l l  i n  

ea r ly  September. 

Open market operat ions were complicated by a huge 

run-up i n  Treasury balances a t  the  Federa l  Reserve, f a r  i n  

excess of expec ta t ions  i n  the l a t t e r  h a l f  of September, 

w h i l e  market f a c t o r  misses added t o  d i f f i c u l t i e s  also i n  l a t e  

August. Re f l ec t ing  these complicat ions,  weekly borrowing 

bulged t o  abou t  $1.2 b i l l i o n  and $1.6 b i l l i o n  i n  t h e  weeks of 

August 31 and September 21, bu t  i n  t h e  o t h e r  t h r e e  f u l l  weeks 

it w a s  close t o  plan a t  around $650-750 mil l ion .  Borrowing 

is a l s o  runn ing  f a i r l y  high i n  t h e  c u r r e n t  week, averaging 

near ly  $1 b i l l i o n  through Sunday, due t o  high borrowing on 

the  q u a r t e r l y  statement date. The predominant l e v e l  of Federal  
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funds t r ad ing  receded from around 9 5/8 percen t  i n  mid-August 

t o  about 9 1/2 percent i n  l a t e  August through m o s t  of September. 

Somewhat oddly,  t h e  funds r a t e  dropped i n  t h e  September 20 

week t o  an average  ba re ly  over  9 percent,  w i t h  sizable t r ad ing  

between 8 and 9 percent, i n  the  very midst of t h e  pe r iod  of 

high Treasury balances.  This seemed to r e s u l t  i n  p a r t  from t h e  

d i s t r i b u t i o n  effects of t h e  high Treasury ba lances  a t  commercial 

banks, which tended t o  favor  l a rge  money center banks and 

r e l i eved  t h e i r  needs t o  buy funds. Also, our  own e f f o r t s  to 

be su re  t o  r e p l a c e  t h e  reserves being dra ined  by soa r ing  Treasury 

balances a t  t h e  Fed tended t o  augment reserve levels e a r l y  i n  

t he  statement week, and some market p a r t i c i p a n t s  s a w  the Desk's 

l a r g e  s c a l e  effor ts  as being designed t o  produce a n e t  easing. 

A d i f f e r e n t  s t o r y  emerged a t  t h e  very end of September when 

quarter-end window d res s ing  added t o  reserve needs a l r eady  

bloated because of h igh  Treasury balances, and funds t r a d i n g  

climbed w e l l  above 9 1/2 percent desp i t e  l a r g e  Desk i n j e c t i o n s  ' 

of reserves .  Yesterday, it looked l i k e  w e  w e r e  s t a r t i n g  t o  

g e t  back t o  normal w i t h  funds opening a t  9 3/0, but  the rate 

climbed above 9 1/2 later i n  t h e  day. 

Ea r ly  i n  t h e  period, ou t r igh t  ho ld ings  of b i l l s  were 

reduced by about $1 b i l l i o n  through a run-off of maturing i s s u e s  

and s a l e s  t o  foreign accounts. These d e c l i n e s  were more than 

o f f s e t  later through purchases  of $2.1 b i l l i o n  of b i l l s  i n  the  

market and abou t  $1.1 b i l l i o n  from fo re ign  accounts. The n e t  

rise i n  o u t r i g h t  ho ld ings  was t h u s  about $2.2 b i l l i o n .  Extensive 
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use was made of  System repurchase agreements, e s p e c i a l l y  i n  t h e  

l a s t  couple of weeks of very high Treasury balances. On one 

day, w e  arranged a record $14 b i l l i o n  of such agreements. On 

two occasions t h e  Desk executed ove rn igh t  matched s a l e  purchase 

t r ansac t ions ,  which served t h e  dua l  purposes  of withdrawing 

pro jec ted  reserve redundancies and coo l ing  market specu la t ion  

t h a t  exaggerated t h e  ex ten t  of System wi l l i ngness  t o  be 

accommodative. 

The super-high Treasury ba lances  reached a peak 

on September 30--$16.6 b i l l i o n  a t  t h e  Fed and $37 b i l l i o n  

i n  total--and are now heading down as S o c i a l  Secur i ty  payments 

t ake  ou t  a b i g  bite these  f i r s t  f e w  days  of October. While 

the  balance a t  the Fed i s  l i k e l y  t o  s t a y  above t h e  normal 

$3 b i l l i o n  l e v e l  w e l l  i n t o  October, t h i s  should no t  be on a 

scale t h a t  w i l l  p r e s e n t  any g r e a t  problem of reserve  management. 

The past intermeeting pe r iod  w a s  no t  only complicated 

f o r  t h e  Desk's r e se rve  management; it was a l s o  a tougher than 

usual  t i m e  for the l eg ion  of Fed watchers  and market p a r t i c i p a n t s  

i n  t h e  p r i v a t e  sector. I n t e r e s t  rates backed and f i l l ed  over  

t h e  period, winding up moderately l o w e r  for short-term rates-

roughly on the order of 20 to 50 b a s i s  points--butonly about 5 t o  

20  b a s i s  p o i n t s  lower f o r  most in te rmedia te -and  longer- term 

Treasury and co rpora t e  i s s u e s .  Some "fundamental' f a c t o r s  such 

as slower money growth and smaller  economic ga ins  tended t o  favor  

r a t e  reduct ions ,  bu t  t he re  was a l s o  market  concern about p rospec t s  

for continued Treasury d e f i c i t s ,  a resumption of s t ronge r  money 
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growth, and a pick-up i n  i n f l a t i o n .  Technical f a c t o r s  stemming 

from t h e  high Treasury balances and Desk e f f o r t s  t o  d e a l  with 

them c rea t ed  a smokescreen t h a t  obscured e f f o r t s  t o  analyze 

what t h e  Fed w a s  " r e a l l y  up to" .  Toward t h e  close of t h e  period 

the  predominant conclus ion  among ana lys t s  w a s  t h a t  t h e  System 

w a s  seeking t o  be more accommodative, but t h e  degree o f  change 

was q u i t e  unce r t a in .  The two main schools  of thought w e r e  

t h a t  a f t e r  t h i n g s  s e t t l e d  down t h e  Federal  funds rate would 

be around 9 1/4-9 3/8 percent  or 9 t o  9 1 /4  percent .  A f e w  

o u t l i e r s  on either side be l ieved  e i t h e r  t h a t  t h e r e  had been no 

change from t h e  9 1/2 pe rcen t  c l ima te  of mid-summer or t h a t  

a move t o  9 pe rcen t  or below w a s  underway. Even wi th  most 

a n a l y s t s  ready t o  conclude t h a t  a s l i g h t  t o  modest accommodation 

was occurr ing ,  many i n v e s t o r s  still remained s k e p t i c a l ,  looking 

for f i r m e r  evidence of System in t en t ions .  

I n  t h i s  atmosphere, as noted, t h e r e  w a s  only a 

s l i g h t  dec l ine  i n  y i e l d s  of intermediate-and longer-term 

i s s u e s .  S t i l l ,  t h e  Treasury w a s  ab l e  t o  r a i s e  a s u b s t a n t i a l  

$25 b i l l i o n  of cash i n  the coupon market--testimony i n  par t  

t o  the  presence of -i nves to r  i n t e r e s t  and i n  par t  a l s o  t o  

t h e  wi l l i ngness  o f  dealers t o  hold on t o  l a r g e  inven to r i e s  and 

wa i t  for f u r t h e r  i n v e s t o r  a p p e t i t e  t o  develop. 

The d e c l i n e  i n  b i l l  rates can be t r aced  p a r t l y  t o  

lower funds r a t e s  and f inanc ing  costs, b u t  a l s o  t o  some 

diminution of s u p p l i e s  as the  Treasury r a i s e d  very l i t t l e  i n  
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t h a t  market while  t h e  System and fore ign  o f f i c i a l  accounts a t e  

up some market suppl ies .  Yesterday, 3- and 6-month b i l l s  were 

auctioned a t  8 .72  and 8.92 percent,  down from 9.18 and 9.29 percent 

j u s t  before t h e  l a s t  meeting. Other short-term r a t e s  posted 

roughly similar dec l ines ,  leaving C D s ,  f o r  example, i n  a 9 to 

9 3/8 percent range t h a t  could begin t o  raise p o s s i b i l i t i e s  of 

a near term prime rate decline.  
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FOMC Briefing 


The rate of economic expansion moderated last quarter, notably 

as a result of a slackening in growth of personal consumption expenditures 

from the exceptionally rapid pace during the spring. The staff 'now esti

mates real GNP growth to have been at a 7 percent annual rate in the third 

quarter, the same as in the Conunerce Department's "flash" report, although 

there are differences in the composition of output between the two esti

mates. The overall forecast prepared for this meeting of the Committee, 

however, is virtually unchanged from that presented to the Committee in 

August; we are still projecting growth of real GNP to move into a range 

of 4 to 5 percent in the fourth quarter and remain there during 1984. 

Recent and projected price developments also are unchanged from the last 

meeting, and the staff continues to forecast price increases of 4 to 5 

percent through next year. 

A slowing in consumer spending growth was not unexpected in 

view of the unsustainable surge in the spring, although the information 

currently available indicates even less growth than we had been project

ing earlier. Auto sales declined appreciably in August from the month 

earlier, associated in part with the elimination of many sales incentive 

programs as well as the limited availability of popular models. In the 

first 20 days of September, car sales tended higher as 1984 models became 

available. Retail sales other than autos leveled out in July and 

August, although anecdotal evidence gives a sense of somewhat stronger 

sales than those now reported. In any event, consumer financial positions 

and attitudes seem to be in good shape, and the boost given to disposable 


income by the mid-year tax cut as well as the slowing of consumer spending 


has restored the saving rate to the 5 percent area, up a percentage point 
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from the extraordinarily low rate in the spring. The staff forecast entails 


some pickup in spending this quarter, consistent with continued growth of 


income. 


In the housing market, starts rose in August to more than 1.9 mil-

lion units annual rate--the highest rate in nearly 5 years. Many tales can 

be created to explain that number, but frankly it was a surprise and we 

don't have any definitive explanations. What we do know, however, is that 

new and existing homes sales dropped in August, building permits were down, 

and we think this and other evidence points to some decline df starts over 

the near term. In the staff forecast we have starts declining this quar

ter, but to a level that is higher than in the last projection. 

Business fixed investment continues to expand on average at about 


the pace typical during the first year of recovery. Much of that spending 


is concentrated on equipment purchases, especially of office and store 


machinery. With some categories of structure spending also beginning to 


firm up, the staff forecast continues to point to further expansion of 


business investment throughout the next year, induced by growth of sales, 


rising capacity utilization and strong profit performance. 


Businesses also are expected to add to inventories, a force quite 


important last quarter. Production outpaced sales considerably in July and 


we believe in August as well. Next year, however, the kick from restocking 


is expected to wane and the projection calls for inventories to rise about 


in line with sales. 


The wage and price sectors of the forecast are essentially 


unchanged from those prepared in August. Wage increases continue moder


ate, and concession bargaining is still occurring in numerous industries. 
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In 1984 we still project compensation increases of around 5 percent, the 

same as expected this year, with downward pressures being exerted by 

unemployment rates significantly above 8 percent and by the lagged impact 

of improved inflation performance. 

Finally, an important uncertainty on the price side in recent 


months has been the drought's impact on harvests and food prices. For the 


August meeting of the Committee we raised expected food price inflation 


considerably beginning in the fourth quarter and throughout 1984; food 


prices were projected to rise 7 to 8 percent during 1984. 
 While a good 


deal of uncertainty still remains, we have held to that forecast and the 

incoming information doesn't point t o  likely further deterioration in the 

supply situation. In fact, prices of livestock and grains in spot and 

futures markets over the past few weeks have leveled out or declined a 

little following steep increases earlier. 



Ve loc i t y  Presenta t ion  
f o r  October FOK Meeting 

Stephen ti. A x i l r o d  
October 4, 1983 

V e l o c i t y  i s  of  course t h e  l i n k  between money and GNP in t h e  

equat ion of exchange (MV = PY), but  whether i t s  behaviora l  p roper t i es  

a re  s u f f i c i e n t l y  s t a b l e  o r  p red ic tab le  t o  prov ide a s t rong  basis f o r  

monetary t a r g e t i n g  as a means o f  a t t a i n i n g  u l t i m a t e  economic ob jec t i ves  

over t i m e  has, as we a l l  know, been a con t inu ing  sub jec t  of i n t e n s i v e  

economic debate. A t  one extreme, v e l o c i t y  might  be considered as no 

more than t h e  a r i t h m e t i c  by-product of forces a c t i n g  Independently on 

t h e  supply o f  money and o the r  fo rces  a c t i n g  independently on GNP--hence, 

an economical ly meaningless number and making t h e  whole equat ion o f  

exchange useless as a p o l i c y  framework. A t  t h e  o the r  extreme v e l o c i t y  

migh t  be found t o  have a t rend  a l l  o f  I t s  own--hence p r o v i d i n g  a reason-

ab ly  p red ic tab le  l i n k  between money and GNP, and g i v i n g  p o l i c y  content  

t o  t h e  equat ion o f  exchange. 

From another v iewpoint ,  v e l o c i t y  can be considered as t h e  

inverse of  t h e  demand f o r  money r e l a t i v e  t o  GNP. I f  we can know what 

in f luences  t h e  demand f o r  money--and among t h e  fac to rs  exp la in ing  money 

demand a r e  income, t ransac t i ons  needs, i n t e r e s t  ra tes ,  wealth, and 

i n s t i t u t i o n a l  change--then we can p r e d i c t  t h e  money needed f o r ,  say, a 

g iven GNP. But t h e  more one has t o  go beyond income o r  t ransac t i ons  

needs i n  exp la in ing  money demand, t h e  weaker i s  t h e  argument f o r  pure 

or r i g i d  monetary t a r g e t i n g .  By r i g i d  monetary t a r g e t i n g ,  I mean 

s t a y i n g  on a money course i r r e s p e c t i v e  of emerging developments i n  

f i n a n c i a l  markets and t h e  economy. 

Monetary t a r g e t i n g  as p rac t i ced  by t h e  System, o r  any o the r  

cen t ra l  bank, has never been "pure'' i n  t h i s  extreme sense o f  t h e  term. 
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B u t  a f t e r  October 1979, t h e  Federal Reserve d id  g i v e  monetary aggregates, 

p a r t i c u l a r l y  MI ,  more of a r o l e  i n  the  implementation of po l i cy  than had 

been the  case e a r l i e r .  Since l a s t  f a l l ,  though, t h e  weight of M I  i n  

p o l i c y  implementation has been reduced, la rge ly  because i t s  v e l o c i t y  has 

behaved a t y p i c a l l y  r e l a t i v e  t o  e a r l i e r  postwar experience. And the  FOMC 

has s tated i n  i t s  p o l i c y  d i r e c t i v e  t h a t  t h e  f u t u r e  weight o f  M I  i n  p o l i c y  

w i l l  depend on "evidence t h a t  ve loc i t y  cha rac te r i s t i cs  are resuming more 

pred ic tab le  patterns." 

Some perspective on the  problems posed f o r  p o l i c y  by t h e  be

havior of v e l o c i t y  can be gained f i r s t  by a b r i e f  review o f  MI  ve loc i t y .  

Chart I shows the  income v e l o c i t y  of t h a t  aggregate over the  postwar 

years, w i th  periods o f  c y c l i c a l  con t rac t ion  shaded; t h e  3-month Treasury 

b i l l  r a t e  i s  a lso  p l o t t e d  (see the  bottom l i n e ) .  The two most recent 

periods I n  which M I  v e l o c i t y  appears t o  have been a p a r t i c u l a r  problem, 

i n  the  sense of behaving unusually, a re  c i r c led ,  and I would l i k e  t o  make 

a few comments about each. 

"A" marks the  per iod when NOW accounts were introduced on a 

nationwide basis. There was a sharp upward adjustment i n  t h e  v e l o c i t y  of 

o l d  MIA--the top  l i n e  on the  chart--as would be expected I n  consequence 

of t h e  p u b l i c ' s  s h i f t i n g  funds ou t  o f  demand deposits i n t o  newly introduced 

nationwide NOW accounts. The extent o f  such departures from llnormal" i s  

la rge ly  unpredictable, and was t h e  reason f o r  de-emphasizing t h a t  aggregate 

i n  p o l i c y  implementation. A t  t he  same t ime t h e  v e l o c i t y  o f  M I ,  i nc lud ing  

NOW accounts, ra ther  s u r p r i s i n g l y  d i d  n o t  d isp lay p a r t i c u l a r l y  unusual 

behavior--continuing t o  r i s e  about as usual--even though a slower r i s e  i n  

v e l o c i t y  than normal might have been expected, and was indeed i m p l i c i t  i n  

monetary t a r g e t s  a t  t he  time, because of s h i f t s  i n t o  t h e  new NOW accounts 
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from assets ou ts ide  M I .  But t h a t  slower r i s e  i n  v e l o c i t y  d i d  n o t  develop 

probably because h i s t o r i c a l l y  h igh  and r i s i n g  i n t e r e s t  ra tes  i n  t h e  

outper iod led t o  other  s h i f t s  -o f  M I  t h a t  happened t o  o f f s e t  t h e  s h i f t s  

i n t o  t h a t  aggregate occasioned by t h e  i n t roduc t i on  o f  NOW accounts. 

Area "B1' r e l a t e s  to  c u r r e n t  condi t ions,  showing t h e  unusual drop 

i n  M I  v e l o c i t y  dur ing  t h e  recent c y c l i c a l  con t rac t ion  and i t s  slower than 

usual recovery dur ing  t h e  e a r l y  stages of the  expansion. This i s  seen 

more c l e a r l y  i n  char t  2, which compares recent  c y c l i c a l  experience w i t h  

e a r l i e r  postwar cycles.  The unusual ly sharp c y c l i c a l  drop i n  M I  v e l o c i t y  

and slower rebound, shown by t h e  dashed l i n e  i n  t h e  top  panel of t h e  char t ,  

probably r e f l e c t s  a number o f  factors- -ear ly  i n  t h e  per iod  economic 

unce r ta in t i es  may have heightened precaut ionary demands f o r  cash, whi le  

l a t e r  i n  t h e  per iod  t h e  sharp dec l i ne  i n  i n t e r e s t  ra tes  i n  t h e  l a t t e r  

pa r t  o f  1982 seems t o  have contr ibuted,  w i th  a lag, t o  a large increase 

i n  money demand. it should be noted ( l ook ing  a t  t h e  bottom panel) t h a t  

M I A  v e l o c i t y  by con t ras t  has behaved i n  l i n e  w i t h  previous c y c l i c a l  

experience--which suggests t h a t  t h e  sharp departure i n  M I  behavior from 

e a r l i e r  experience may have something t o  do w i t h  the  presence of NOW 

accounts. 

I n  t h i s  context ,  a major issue, and one ra i sed  p a r t i c u l a r l y  i n  

t h e  FFB of San Francisco s t a f f  paper c i r c u l a t e d  by Pres ident  Bal les, 

r e l a t e s  t o  whether t h e  recent  v e l o c i t y  behavior of M I  was p red ic tab le  

from h i s t o r i c a l  experience, given t h e  drop of i n t e r e s t  ra tes  t h a t  occurred. 

I f  it was, it might be sa id t h a t  t h e  i n t roduc t i on  of NOW accounts--which 

have both savings and t ransac t ions  elements--has no t  a l t e r e d  t h e  behavioral  

c h a r a c t e r i s t i c s  o f  M I .  
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This i s  no t  the  place t o  go i n t o  t h e  d e t a i l s  o f  technica l  economic 

disputes--which have enlivened, t o  use a m i l d  word, t h e  f i e l d  o f  monetary 

economics f o r  many decades and show no s ign  of abating. Le t  me j u s t  say 

on the  techn ica l  s ide  t h a t  t he re  i s  l i t t l e  doubt i n  my mind t h a t  t h e  drop 

of i n t e r e s t  ra tes  a f t e r  the  summer of 1982 d i d  con t r i bu te  impor tant ly  t o  

the  recen t  weakness i n  v e l o c i t y  o f  M I .  However, l e t  me a l s o  say t h a t  some 

techn ica l  work by t h e  Board s t a f f  a t  l e a s t  cas ts  doubt on whether t h e  

e f f e c t  has been as great as imp l ied  i n  t h e  San Francisco document. We 

doubt whether t h e  long-run i n t e r e s t  e i a s t i c i t y  of the  demand f o r  money 

i s  as la rge as they  have found, and we a l s o  suspect t h a t  t h e  i n t roduc t i on  

o f  NOW accounts has changed r e l a t i o n s h i p s  among money, income, and i n t e r e s t  

ra tes,  con t ra ry  t o  t h e i r  f ind ings.  However t h a t  may be, it does appear as 

i f  the per iod  of extreme weakness i n  M I  v e l o c i t y  i s  drawing t o  a c lose, 

w i t h  M I  v e l o c i t y  showing signs o f  growth, though s t i l l  a t  a slower pace 

than i n  previous expansions. 

The unce r ta in t i es  connected w i t h  M I  v e l o c i t y  have n a t u r a l l y  

led t o  more a t t e n t i o n  on t h e  broader money and c r e d i t  aggregates. Unfor

tunate ly ,  t h e  v e l o c i t y  of these aggregates i s  no more s tab le  than for M I  

and on balance less so. The bars i n  cha r t  3 dep ic t  t h e  degree of var ia 

b i l i t y ,  as measured by standard dev iat ions,  i n  v e l o c i t y  growth f o r  t h e  

th ree  monetary aggregates and fo r  domestic nonf inancia l  debt over t h e  

1952 t o  1983 per iod.  These measures are  based on moving 4-quarter averages 

t o  get  away from t h e  noise i n  qua r te r l y  money and v e l o c i t y  f igures-- the 

var iance of short-run quarter- to-quarter changes i n  v e l o c i t y  being 75 t o  

100 percent g rea ter  than f o r  t h e  measures shown here. 

The upper panel shows v e l o c i t y  measured contemporaneously--that 

is, money or  c r e d i t  r e l a t i v e  t o  GNP i n  t h e  same period. On t h i s  basis 
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t h e  v e l o c i t i e s  o f  M2 and M3 are more v o l a t i l e  than f o r  M I ,  although t h e  

v e l o c i t y  o f  t o t a l  domestic nonf inancia l  debt i s  a shade less so. Because 

such contemporaneous measures of v e l o c i t y  do not a1 low f o r  t h e  lags 

between money and t h e  economy--and as a r e s u l t  may be d i s t o r t e d  by swings 

i n  v e l o c i t y  growth t h a t  a re  i n  the  na ture  o f  the  case inverse ly  r e l a t e d  

t o  contemporaneous swings i n  money growth--the lower panel dep ic ts  an 

a l t e r n a t i v e  measure of v e l o c i t y  based on contemporaneous GNP and money or  

c r e d i t  lagged two quarters.  However, t h i s  lagged measure of ve loc i t y ,  

o f ten  stressed by some who perceive money as t h e  d r i v i n g  fo rce  i n  t h e  

economy, is almost as v o l a t i l e  as t h e  contemporaneous measure. A l l  o f  

t h e  money supply v e l o c i t i e s  are s l i g h t l y  less v o l a t i l e  on a lagged basis, 

d i f f i c u l t  as t h i s  may be t o  see on t h e  char t ,  w i t h  M I  s t i l l  t h e  leas t  

v o l a t i l e  by a smal I margin. On t h e  o ther  hand, t h e  v o l a t l  l i t y  of t h e  

domestic nonf inancia l  debt measure increases markedly from what It i s  

contemporaneously, and it i s  t h e  most v o l a t i l e  on a lagged basis. 

The v a r i a b i l i t y  i n  contemporaneous v e l o c i t y  o f  t h e  broader 

monetary aggregates i s  shown from a c y c l i c a l  perspect ive i n  c h a r t  4. 

Their  v e l o c i t i e s  i n  t h e  recent cyc le  have not behaved unusual ly r e l a t i v e  

t o  past experience--apart from t h e  impact o f  MMDAs p a r t i c u l a r l y  on M2 i n  

the  f i r s t  qua r te r  of t h i s  year. However, t h e  range of past c y c l i c a l  

v a r i a t i o n  f o r  t h e  broad aggregates has been q u i t e  wide, as depicted by 

t h e  shaded areas, and wider than f o r  M I  ve loc i t y .  Thus, merely from 

observing past  behavior one would tend t o  be less c e r t a i n  about t h e  

l i k e l y  outcomes f o r  v e l o c i t i e s  o f  t h e  broad aggregates than would be the  

case for narrow money. 

I t  i s  probable t h a t  t h e  broad aggregates are  more a f fec ted  

than MI by s h i f t i n g  a t t i t u d e s  which in f luence t h e  way t h e  p u b l i c  manages 
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i t s  savings and wealth. This adds elements not  present so much fo r  M I  

t h a t  a f f e c t  t h e  v o l a t i l i t y  i n  v e l o c i t i e s  o f  M2 and M3, e f f e c t s  t h a t  

appear t o  p e r s i s t  even when t h e  d i s t o r t i n g  e f f e c t s  of c e i l i n g  ra tes  dimi

nish. As may be seen from the  t ime ser ies  p l o t t e d  i n  Chart 5 ,  t h e i r  

v e l o c i t i e s  have n o t  become m r e  s tab le  i n  recent  years even though these 

aggregates, p a r t i c u l a r l y  M2, have been less subject  than e a r l i e r  t o  

d i s t o r t i o n s  from t h e  impact on asset preferences o f  va r ia t i ons  i n  market 

i n t e r e s t  ra tes  r e l a t i v e  t o  b ind ing deposi t  c e i l i n g  rates.  

As w i t h  other  ve loc i t i es ,  c r e d i t  ve loc i ty - -p lo t ted  as t h e  bottom 

l i n e  of c h a r t  6--also shows substant ia l  c y c l i c a l  variation, but w i t h  some 

tendency for  t h e  v a r i a t i o n  t o  be more regu la r  than i n  t h e  case o f  t h e  

monetary aggregates--as might be expected from an aggregate t h a t  probably 

i s  s t rong ly  dependent on income. However, dur ing  t h e  recent  cont ract ion,  

c r e d i t  v e l o c i t y  d i d  drop more steeply--as may be seen toward t h e  end o f  

t h e  chart--than it had i n  a l l  other cont rac t ions  s ince t h e  1950’s. That 

might have occurred because o f  the  unusual ly  large r o l e  of t h e  federa l  

d e f i c i t  i n  sus ta in ing  t h e  economy dur ing  t h e  contract ion--note t h a t  t h e  

v e l o c i t y  o f  p r i v a t e  debt (shown i n  the  t o p  l i n e )  decl ined about as usual 

i n  t h e  recent  period. Debt v e l o c i t y  s ince t h e  recovery began seems t o  

be beginning t o  reverse i t s  c y c l i c a l  dec l ine,  as it has i n  t h e  past, but  

how f a r  the  reversa l  w i l l  go seems con jec tura l  t o  me. A continued unusual ly 

h igh  federa l  d e f i c i t  r e l a t i v e  t o  GNP may tend t o  keep the  leve l  of c r e d i t  

v e l o c i t y  lower than usual--that i s ,  t h e  recent  c y c l i c a l  dec l ine  may n o t  be 

f u l l y  reversed. Th is  cou ld  happen s ince t h e  Federal Government b a s i c a l l y  

must borrow an amount t h a t  matches i t s  d e f i c i t ,  wh l l e  i f  p r i v a t e  sec tors  

were instead c o n t r i b u t i n g  t h e  same amount t o  expanslon they would a t  
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l eas t  have a greater  oppor tun i t y  t o  make needed f i n a n c i a l  adjustments on 

e i t h e r  t h e  asset o r  l i a b i l i t y  s ide.  

While, as has been e a r l i e r  noted, t h e  v e l o c i t y  o f  t o t a l  c r e d i t  

does show less v a r i a b i l i t y  than M I  v e l o c i t y  contemporaneously, I would 

no t  i n t e r p r e t  t h e  g rea te r  s t a b i l i t y  o f  contemporaneous c r e d i t  v e l o c i t y  as 

suggest ing t h a t  c r e d i t  i s  a be t te r  in te rmed ia te  t a r g e t  f o r  monetary 

p o l i c y  than, say, M I .  C r e d i t  f lows probably have less connect ion t o  

income i n  a causat ive sense than does M I ,  a t  l eas t  based on t h e  wor ld  as 

we have known it. For example, we have no t  found i n  s t a t i s t l c a l  t e s t s  

t h a t  t o t a l  c r e d i t  leads income, whereas we have found such a lead r e l a t l o n 

sh ip  f o r  monetary aggregates, p a r t i c u l a r l y  MI.  The d e t e r i o r a t i o n  i n  t h e  

s t a b i l i t y  of c r e d i f  v e l o c i t y  on a lagged bas is  r e l a t i v e  t o  i t s  conternpor

aneous v e l o c i t y  t h a t  was noted e a r l i e r  i s  probably an aspect o f  t h i s .  

MI, a lso,  has i t s  de f i c ienc ies  as a p r e d i c t o r  of f u t u r e  income. 

Chart  7 shows t h e  d i f f e r e n c e  between p red ic ted  and ac tua l  va lues o f  growth 

i n  GNP based on t h e  S t .  Louis- type model t h a t  we have a t  hand r e l a t i n g  

GNP growth t o  c u r r e n t  and lagged money growth and a f i s c a l  v a r i a b l e  i n  

t h i s  case t h e  change i n  h igh  employment expendi tures.  A p o s i t i v e  value 

i nd i ca tes  t h e  ex ten t  t o  which ac tua l  GNP growth exceeded t h e  model 's 

p r e d i c t i o n  and a nega t i ve  value shows t h e  ex ten t  t o  which ac tua l  GNP 

growth came i n  below t h e  model 's p red ic t i on .  As you can see from 

t h e  top  panel ( w i t h  t h e  model f i t  through 1979) M I  d i d  n o t  p r e d i c t  t o o  

badly  on average i n  1980 and 1981 though t h e r e  were very s u b s t a n t i a l  

quar te r - to -quar te r  misses. However, i n  1982 and 1983 ( w i t h  t h e  model fit 

through 1981) t h e  misses were both subs tan t i a l  and i n  t h e  same d i r e c t i o n ,  

as shown i n  t h e  midd le  panel. The model c o n s i s t e n t l y  i nd i ca ted  much more 

nominal GNP, g iven ac tua l  MI and Federal spending, than occurred. This  
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o f  course r e f l e c t s  t h e  sharp and unexpected (by t h e  model) downward s h i f t  

i n  ve loc i t y .  The model's performance d i d  not  improve much i n  1983, 

i n d i c a t i n g  t h a t  f r o m  t h i s  perspect ive v e l o c i t y  i s  s t i l l  wel l  o f f  expected 

patterns.  However, I f  t h e  model i s  run  w i t h  M I A  as the  p o l i c y  var iab le,  

instead o f  MI--shown i n  t h e  bottom panel - - i ts  t r a c k  record i s  appreciably 

b e t t e r  f o r  l a s t  year and t h i s  year--another i n d i c a t i o n  perhaps t h a t  t h e  

v e l o c i t y  of M I  was thrown of f  by t h e  presence o f  newly-introduced NOW 

accounts (which of course represent t h e  d i f f e rence  between MI and M I A ) .  

I should note t h a t  we a l s o  ran  t h e  same tests f o r  M2 and M3. 

They d i d  about as badly as M I  I n  1982, but improved much more markedly 

i n  1983 on t h e  average, though t h e r e  were s t i l l  s i zab le  e r r o r s  i n  i n d i v i 

dua I quarters.  

Conclusions about the  usefulness o f  t h e  aggregates t h a t  may be 

drawn from t h i s  review of v e l o c i t i e s  do no t  suggest any very dramatic ad

justment i n  the  process of p o l i c y  implementation. 

F i r s t ,  it does seem t o  me t h a t  t h e  c y c l i c a l  behavior o f  M I  v e l o c i t y  

i n  1982 and much of 1983 was unusual enough t o  have warranted downplaying t h e  

r o l e  of t h a t  aggregate i n  p o l i c y  r e l a t i v e  t o  e a r l i e r  experience--unless one 

takes the  view t h a t  t h i s  unusual behavior could have been foreseen w i t h i n  

reasonable bounds i n  advance (which would have meant foreseeing a subs tan t ia l  

recession among o the r  th lngs )  and t h a t  t h e  announcement o f  a g r e a t l y  i n -

creased MI o b j e c t i v e  would no t  have been mis in te rpre ted  by t h e  market and 

counterproduct ive for  po l icy .  

Second, I would not  read t h e  evidence about v e l o c i t y  as suggest

i ng  t h a t  t h e  broader aggregates have become more r e l i a b l e  as M I  has become 

less so. But they do not  seem t o  have de ter io ra ted  as much as M I  i n  t h i s  

p a r t i c u l a r  period. 
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Third,  evidence t h a t  M I  v e l o c i t y  i s  beginning t o  behave a l i t t l e  

more i n  l i n e  w i th  h i s t o r i c a l  experience suggests t h a t  t h e  weight of t h i s  

aggregate i n  p o l i c y  implementation might now be enhanced, if it has not  

already been so. But t h e  evidence i s  n o t  strong, a t  leas t  i n  my view, 

p a r t i c u l a r l y  when the behavior of lagged as we l l  as contemporaneous 

v e l o c i t y  i s  taken i n t o  account. The c i r c l e d  areas i n  Chart  8 show i n  

t h e  upper panel t h a t  t h e  contemporaneous v e l o c i t y  o f  MI--the s o l i d  l ine-

has stopped d e c l i n i n g  and i s  beginning t o  r i s e ,  though the  r i s e  remains 

q u i t e  modest; however, t h e  lagged v e l o c i t y  shown as t h e  s o l i d  I l n e  i n  t h e  

middle panel, s t i l l  seems t o  be a t y p i c a l l y  dec l i n ing  (and would cont inue 

t o  be i n  t h e  f o u r t h  quar ter ,  not  p lo t ted ,  if t h e  s t a f f  GNP fo recas t  o r  

even a somewhat higher one i s  rea l i zed ) .  

I n  evaluat ing very recent MI ve loc i t y ,  it may a l s o  be use fu l  t o  

look a t  t h e  turnover r a t e  of i t s  M I A  component, t h e  dashed l i nes  i n  t h e  

top  two panels. On both a contemporaneous and lagged basis, t h e  v e l o c i t y  

of t h a t  component appears t o  have been conforming more t o  h i s t o r i c a l  

pa t te rns  fo l l ow ing  t h e  upward s t r u c t u r a l  adjustment i n  v e l o c i t y  t h a t  domi

nated i t s  behavior i n  1981 and may have had a l i n g e r i n g  e f f e c t  i n  1982. 

This  behavior i n  M I A  v e l o c i t y  may add a b i t  of p l a u s i b l i t y  t o  t h e  thought 

t h a t  t h e  smal l  increases we are beginning t o  see i n  MI  v e l o c i t y  could 

represent something c lose t o  t h e  under ly ing  c y c l i c a l  behavior for t h a t  

broader aggregate, whose NOW account component may n o t  be a c t i v e l y  used 

t o  meet changing t ransac t ions  needs over t h e  course of t h e  business cycle.  

But t h i s  i s  con jec tura l .  Moreover, there  are reasons--at leas t  

two important ones--that argue f o r  l i m i t i n g  t h e  weight g iven t o  M I  i n  

p o l i c y  a t  t h i s  time. F i r s t ,  i f  t h e  i n t e r e s t  e l a s t i c i t y  of demand f o r  M I  

i s  much h igher  than we had bel ieved i n  1979--say on t h e  order  o f  t h a t  i n  
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t h e  San Francisco document--a f i xed  money t a r g e t  would become less valuable 

as a gu ide fo r  s t a b i l i z i n g  income i n  the face of unant ic ipated s h i f t s  i n  

t h e  demand f o r  goods and services.  Instead, t h e  money t a r g e t  i t s e l f  would 

have t o  be modified, perhaps subs tan t i a l l y ,  i n  response t o  t h e  s izab le  

impact on money demand, or ve loc i ty ,  of t h e  changes i n  i n t e r e s t  ra tes  

t h a t  might be needed t o  s t a b i l i z e  income. Looked a t  another way, w i t h  a 

r e l a t i v e l y  i n t e r e s t  e l a s t i c  money demand, p o l i c y  would have t h e  op t ion  

in,  say, a weakening economy o f  accommodating t o  a dec l i ne  I n  v e l o c i t y  

i n i t i a t e d  by a reduc t ion  i n  spending propenst t ies  e i t h e r  by seeing GNP 

weaken or by strengthening money, or both. While I doubt t h a t  the  in

t e r e s t  e l a s t i c i t y  o f  M I  demand over t ime i s  o r  w i l l  be as h igh as 

it may r e c e n t l y  appear t o  have been from some perspect ives,  over t h e  

near .term--so long as NOW accounts w i t h  f i x e d  c e i l i n g  ra tes  are an impor

t a n t  component of MI--the i n t e r e s t  e l a s t i c i t y  may i n  p r a c t i c e  be f a i r l y  

h igh  and hence i t s  v e l o c i t y  may be reasonably s e n s i t i v e  t o  market 

i n t e r e s t  r a t e  va r ia t i ons .  

A second reason f o r  caut ion i n  increasing t h e  weight o f  M I  i n  

p o l i c y  implementation i s  t h a t  we are  probably deal ing w i t h  a -MInew 

aggregate, not  simply an extension o f  t h e  o l d  one p r i o r  t o  NOW accounts, 

or a t  leas t  we can ' t  y e t  be sure t h a t  we are not.  And i f  we are  deal ing 

w i t h  a new one, we don ' t  have enough experience y e t  t o  form a c lea r  

no t i on  about i t s  under ly ing v e l o c i t y  patterns--which i n  any event w i l l  

probably be sub jec t  t o  shocks from f u r t h e r  i n s t i t u t i o n a l  change should 

super NOW accounts become more important, should i n t e r e s t  be paid on 

demand deposi ts,  should i n t e r e s t  be pa id  on bank reserves, or should t h e  

deregulat ion of NOW account c e i l i n g  ra tes  proceed mure r a p i d l y  than 

expected. 



- I  l-

Thus, wh l le  there  I s  probable cause t o  enhance t h e  weight of 

M I  i n  p o l i c y  implementation a bit--perhaps buttressed by supplementary 

evaluat ion of i t s  M - I A  component--I would no t  suggest t h a t  t h e  t ime 1s 

r i g h t  t o  g i v e  MI  t h e  same weight o r  r o l e  i n  p o l i c y  implementation as i n  

t h e  t h r e e  years f o l l o w i n g  October 1979. But I would n o t  want t o  be mis

understood as  suggesting t h a t  over t ime t h e  behavior o f  money i n  i t s  

var ious man i fes ta t ions  can be downplayed. Money may be more d l f f i c u  t 

t o  i n t e r p r e t  now because of t h e  i n s t i t u t i o n a l  changes t h a t  we have 

seen, and a r e  l i v i n g  through, but  t h a t  does no t  a l t e r  t h e  fundamenta t h a t  

t o o  much money growth over t ime  w i l l  lead t o  i n f l a t i o n  and t o o  l i t t l e  

t o  recession i n  t h e  shor t - run- - i t  j u s t  makes it more d i f f l c u l t  t o  gauge 

what i s  t o o  much and t o o  l i t t l e .  
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Char! 2 

Cyclical Comparison of M I  Velocity 
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Chart 3 

Variability of Velocity Measures 
(Standard Deviation of Four Quarter Growth Rates) 
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Chart 4 

Cyclical Comparison of M2 and M3 Velocities 
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Chart 5 

Velocity Growth 
Growth From Four QuartersEarlier 
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